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Introduction
"Transfer pricing is both a corporate tax and a customs valuation issue" (KPMG (2007)) because the transfer prices set on intrafirm trade -i.e., trade that occurs within a firmsimultaneously affect a firm's income tax and customs duty obligations. As a result, firms face a complicated optimization problem when the objectives of minimizing both income taxes and customs duties are incompatible using a single price (transfer pricing incentives "conflict"). 1 Our study examines the relation between income tax rates and profitability to infer the extent to which income taxes influence transfer pricing policies differentially across firms that do and do not face conflicting transfer pricing incentives. Our novel finding is that when firms cannot set a single transfer price that minimizes both tax payments, their transfer pricing policies appear less (more) influenced by income taxes (customs duties) and that coordination within governments and coordination within firms further increase the use of such transfer pricing policies.
The notion that the allocation of profits among members of an affiliated group -which is directly affected by the transfer prices set on intrafirm trade -is sensitive to income tax rates is evident across several academic literatures including accounting, finance, and economics. The role of customs duties on transfer prices has been less studied, and customs duties and income taxes are rarely studied together, though their tax bases are linked. 2 The potential for both income taxes and customs duties to influence transfer pricing policies is most relevant in the context of international trade in goods, and Clausing (2003) reports that approximately 40 percent of all U.S. international trade in tangible goods is intrafirm.
1 A customs duty is a trade tax imposed on the declared value of imported goods. A firm reduces customs duties by understating the purchase price, but reduces income taxes by overstating the purchase price if the related party sale originates in a low-income-tax country or terminates in a high-income-tax country. See Section 2.3. 2 To provide some perspective on the economic importance of customs duties, OECD (2010) reports that tax revenue from i) customs duties and ii) corporate profits, as a percent of total tax revenue, are 3 and 8 percent, respectively. These figures include all OECD countries and cover the time period 1965 through 2008. Interestingly, although duty payments provide over a third of the total tax revenue that income taxes provide, the empirical transfer pricing literature is nearly void of analyses of customs duties.
Although the interaction between prices set on related party transactions for income tax and customs purposes has gained little academic attention, it was the subject of two major recent conferences. Held in 2006 and 2007, and jointly organized by the World Customs Organization (WCO) and the Organization for Economic Cooperation and Development (OECD), these conferences drew customs and tax authorities from around the world, as well as members of the international trade community. Interest in the joint role that transfer prices play in income tax and duty minimization is increasing due to the growing importance of cross-border intrafirm trade, governments' need to enhance and preserve their tax revenues, and firms' desire for more certainty regarding their tax positions (Ping and Silberzstein [2008] ).
We contribute to the academic literature by undertaking an empirical analysis of transfer pricing behavior that considers firms' incentives to minimize the sum of income taxes and duties.
Using data from confidential and mandatory surveys of U.S. multinational firms conducted by the Bureau of Economic Analysis (BEA), we identify foreign affiliates that engage in intrafirm trade in tangible goods with their U.S. parent. Using information on the direction of U.S. parentaffiliate net trade and proxies for the relevant income tax rates and customs duty rates, we parse our sample of foreign affiliates into two groups: (i) those where transfer prices that decrease income taxes increase customs duties (incentives "conflict"), and (ii) those where a single set of transfer prices can minimize both income taxes and customs duties (incentives do not conflict).
First, we examine whether firms alter their income-tax-motivated transfer pricing when incentives conflict by ascertaining whether an empirical model traditionally used to detect income-tax-motivated transfer pricing does so differentially across the two groups of affiliates.
Unless firms report inconsistent, or "decoupled", transfer prices to income tax and customs authorities, firms with conflicting incentives should reduce their income-tax-motivated transfer pricing relative to firms without conflicting incentives, because the former group reduces income taxes only by paying greater customs duties. 3 Second, we analyze the role of coordination in establishing transfer prices across firms' income tax and customs functions when a single set of prices cannot minimize both taxes. We anticipate that greater coordination within governments or coordination within firms should further reduce these firms' tendencies to use transfer pricing policies that seek solely to minimize income taxes.
In the absence of governmental coordination of income tax and customs audits, firms with conflicting incentives can reduce the aggregate income tax and duty burden for parent-affiliate trade by reporting decoupled prices. However, relatively more coordinated enforcement regimes should increase firms' real or perceived audit risk from doing so, making them less likely to use decoupled transfer prices. 4 If firms that face conflicting incentives respond to government coordination by altering their income tax transfer price to be more consistent with the customs transfer price (i.e., reduce decoupling) then these firms' transfer pricing behavior should appear to be less myopically focused on income tax minimization. However, if these firms do not rely on decoupled prices, then government coordination should have no effect on their transfer pricing activity.
We also consider corporate coordination of the income tax and customs functions within the firm. Relatively more coordinated firms are likely to have a better understanding of whether their intra-firm trade results in conflicting transfer pricing incentives and are more likely to have information systems in place to solve the aggregate tax minimization optimization problem.
There are effectively two ways in which corporate coordination can impact the transfer pricing 3 Customs duties can be significant. In contrast to income taxes, duty rates are applied to the gross price of the purchased goods (rather than profit) and the transfer pricing cost or benefit relates to the actual duty rate (rather than the rate differential between countries). In our empirical analyses, we incorporate an estimate of the magnitude of the duty rate, relative to the income tax rate differential, in identifying the existence of a transfer pricing conflict. 4 According to OECD and WTO guidelines, transfer prices used for customs and income taxes do not need to be identical to be consistent.
policies of firms with conflicting incentives. First, if firms tend to use decoupled prices, we believe that relatively more coordinated firms should move away from this practice as they better understand the aggregate audit risk associated with decoupling. Second, if firms do not rely on decoupled prices, then relatively more coordinated firms should reduce fixation on income tax minimization as they are more likely to focus on reducing the aggregate tax burden associated with parent-affiliate trade (the sum of income taxes and duties).
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Overall, our findings are consistent with firms setting transfer prices to reduce aggregate tax payments on parent-affiliate trade. In the absence of conflicting incentives, firms in our sample report more income in affiliates located in low-income-tax countries and less income in affiliates located in high-income-tax countries, consistent with prior income-tax-motivated transfer pricing studies. However, we also find that in the presence of conflicting incentives, firms report less income in affiliates located in low-income-tax countries and more income in affiliates located in high-income-tax countries. The latter finding is novel in the transfer pricing literature, as this transfer pricing behavior increases income tax payments. However, this does not imply irrationality because setting transfer prices in this manner decreases customs duties for a firm facing conflicting incentives.
Our result -suggesting that firms set transfer prices to minimize aggregate tax payments -is strongest when the potential cost associated with raising the transfer price (suggested by the duty rate), relative to the potential benefit (suggested by the difference in the affiliate's and parent's income tax rate), is high. We estimate that the average firm denoted in our sample as facing significant conflicting incentives saves $1.60 in customs duties for every $1 paid in income taxes, resulting in net tax savings of two percent of shifted income. Our paper joins work such as Desai, Foley and Hines (2004) and Robinson (2012) in demonstrating that other taxes are salient in a setting where income tax is nearly always the focus, Consistent with governmental coordination decreasing firms' use of decoupled transfer prices, we find that, when incentives conflict, our measures of governmental coordination are associated with less income-tax motivated transfer pricing. Our finding that governmental coordination of transfer pricing enforcement influences firm behavior also provides evidence that some firms decouple income tax and custom duty transfer prices. This result suggests that the tax benefits from decoupling often offset the potential costs of any increased audit risks. Consistent with corporate coordination either decreasing the use of decoupled transfer prices or reducing firms' income-tax transfer pricing myopia, we find that, when incentives conflict, our proxies for corporate coordination are also associated with less income-tax-focused transfer pricing. Our finding that within firm coordination influences transfer pricing suggests that without coordination, firms face either greater audit risks or higher aggregate tax burdens. Although other conflicting transfer pricing objectives have been examined theoretically (e.g., Baldenius, Melumad and Reichelstein (2004) ), ours is the first empirical analysis of this issue.
Section 2 provides background, Section 3 develops hypotheses, Section 4 outlines the data, Section 5 describes the research design and empirical results, and Section 6 concludes.
Institutional Background and Relevant Literature

INCOME TAX TRANSFER PRICING
The operations of multinational firms entail numerous transactions between affiliated entities located in different jurisdictions but within the same controlled group. The prices attached to these transactions are known as "transfer prices." Transfer pricing guidelines for income tax reporting are established by the OECD, and most countries have adopted some form of these regulations. Known as the "arm's length principle", valuation for income tax is required to be established using prices that would have been realized if the parties were unrelated.
There is an extensive literature that studies transfer pricing motivated by income tax minimization. This literature recognizes that it is generally advantageous for firms to avoid reporting income in affiliates located in high-income-tax jurisdictions and to instead report income in affiliates located in low-income-tax jurisdictions. Empirical studies typically rely on statistical relations between tax rates and profitability (or trade prices, which affect profitability)
to provide evidence consistent with income-tax motivated transfer pricing (see Hines (1997) ;
U.S. Treasury (2007)). For instance, studies document a negative association between income tax rates and profitability, (e.g., Klassen, Lang, and Wolfson (1993) , Grubert and Mutti (1991) , Hines and Rice (1994) ) or income tax rates and trade prices (e.g., Clausing (2003) , depending on the type of data available to the researcher, suggesting that transfer prices are influenced by income tax considerations. Clausing (2003) does not examine firm-level incentives or consider customs duties, but her study suggests that income-tax-motivated transfer pricing is an important consideration in intrafirm trade in goods.
CUSTOMS DUTY TRANSFER PRICING
As customs duties are levied on the transaction price, transfer prices will also affect the amount of customs duty paid. While transfer pricing guidelines are established by the OECD, customs valuation methods are established by the WTO. Like income tax transfer pricing regulations, prices for customs duty reporting are also required to be "arm's length." Swenson (2001) examines customs values of certain U.S. imports from five countries and finds evidence consistent with transfer pricing incentives created by income taxes and customs duties. 6 Bernard, Jensen and Schott (2006) examine U.S. export prices and find that lower prices are set for goods exported to countries with higher import duty rates. However, if the export is destined for a country with a relatively higher income tax rate and firms overprice exports to high-income-tax countries, as established by Clausing (2003) , it is not clear how the competing objective of minimizing both income taxes and customs duties would be resolved within a firm.
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Conflicting transfer pricing objectives have been studied theoretically and in a different context. Specifically, Baldenius, Melumad and Reichelstein (2004) examine competing tax and managerial incentives, highlighting that when joint optimization cannot be achieved with a single coordinated transfer price, a firm may desire to decouple its transfer prices. However, in our setting, both prices are reported to and verified by a party external to the firm -the governmentmaking it more costly to decouple prices. 
CONFLICTING INCENTIVES BETWEEN INCOME TAX AND CUSTOMS DUTY TRANSFER PRICING
A simple model of income shifting involves a multinational firm earning income in affiliates located in jurisdictions that impose different income tax rates. In such a setting, the objective is generally to locate as much income in low-income-tax jurisdictions as can be sustained under 6 Swenson (2001) computes a transfer pricing incentive variable that combines income tax and duty rates for various products imported into the U.S. As the data used in her study for 1981 to 1988 include non-intrafirm trade, imports by entities with foreign parents, and are at the product-level, she cannot examine firm-level incentives, and thus does not explore the transfer pricing optimization problem relevant to firms that face conflicting incentives or the role of coordination in that optimization problem, which are the focus of our study. 7 Though there are currently few countries in the world with tax rates higher than the U.S., our study examines transfer pricing behavior during the time period 1982 through 2005, when many countries' tax rates were higher than the U.S.. Furthermore, while our study is conducted in the context of U.S. multinationals, the implications of our study are relevant for multinational firms based in other countries that are engaging in intrafirm trade, many of which may currently face higher tax rates outside their jurisdiction. 8 The potential for decoupling transfer prices (either intentionally or unintentionally) distinguishes our study from the literature that examines "tax-nontax tradeoffs" more generally. For instance, there is a large literature that examines the tradeoff between realizing tax benefits and potential nontax financial reporting costs of reporting lower earnings (see Hanlon and Heitzman (2010) ). In contrast, in our setting, the firm's benefit is the government's cost, while the firm's cost is the government's benefit. Therefore, while decoupling their transfer prices would minimize the tax burden of the firm, the government has an incentive to force firms to coordinate their transfer prices in order to limit the revenue loss from decoupling and the firm has a competing incentive to coordinate in order to limit the audit risk from decoupling. Thus, our paper also introduces an interesting coordination issue both within firms and within governments. As we discuss in Section 5, our empirical analysis sheds some light on the extent to which it is costly for firms to decouple transfer prices for duty and income tax minimization.
scrutiny by tax authorities. Either overstating related-party revenues or understating related-party expenses in affiliates located in low-income-tax jurisdictions increases income recognized in the low-income-tax jurisdiction and lowers the worldwide income tax burden of the firm. Thus, when the foreign tax rate, t f, , is less than the U.S. tax rate, t US , income can be shifted into the lowincome-tax foreign jurisdiction from the U.S. by the foreign affiliate selling goods to its U.S.
parent at a high price or purchasing goods from its U.S. parent at a low price. Alternatively, when t f > t US , income can be shifted into the U.S. by the foreign affiliate selling goods to its U.S.
parent at a low price or purchasing goods from its U.S. parent at a high price.
The transfer price also influences the customs value, which is the tax base to which a duty rate is applied. The lower the transfer price, the lower the customs value and the applicable duty payment. Thus, in contrast to income taxes, customs duties unambiguously create incentives to understate the transfer price because the purchaser will incur a smaller duty payment on lower values. 9 In addition, duty rates are applied to the gross price of the purchased goods (rather than profit) and the transfer pricing cost or benefit relates to the actual duty rate (rather than the rate differential between countries).
Suppose a foreign affiliate faces a customs duty imposed at a rate, Duty f , on imports from its U.S. parent. Understating the cost of the goods by $1 will reduce the actual customs duty by $1×Duty f . Thus, in the absence of income tax minimization objectives, a lower purchase price should always be preferred to a higher price if Duty f >0. Furthermore, the duty payment is deductible for income tax purposes in the jurisdiction in which it is paid, so the total cost of a duty paid in a foreign jurisdiction is Duty f ×(1 t f ) .
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The transfer pricing incentives created by income taxes and customs duties conflict in two cases: for high-income-tax foreign affiliate importers and for low-income-tax foreign affiliate exporters.
11 Figure 1 below summarizes the discussion above. However, when the duty and income tax transfer pricing incentives conflict, the relation between income tax rates and profitability is ambiguous. Note the arrows on the "C" lines shown in quadrants (I) and (IV) are of the opposite direction of the "I" arrows. For a firm that seeks to set transfer prices that minimize its duty payments, the "C" arrows imply that more income is anticipated in affiliates located in high-income-tax jurisdictions and less income is anticipated in affiliates located in low-income-tax jurisdictions.
In the conflict quadrants of Figure 1 , a single transfer price cannot achieve both customs duty minimization and income tax minimization. The firm will incur additional customs duties when shifting income out of a high-income-tax importer because shifting income requires the firm to increase the transfer price at which goods are purchased, which increases the custom duty.
Similarly, the firm will incur additional customs duties when shifting income into a low-incometax exporter, because to shift income the firm must increase the transfer price at which goods are sold, which again increases the customs duty.
One option for a firm facing conflicting incentives in this setting is to decouple transfer prices, thereby minimizing both income taxes and customs duties by reporting separate prices to the relevant authorities with the hope that inconsistent transfer pricing polices go undiscovered.
However, as decoupling prices introduces additional costs, such as increased audit risk, firms may be reluctant to decouple prices and therefore must trade-off minimizing income taxes against minimizing customs duties.
ANECDOTAL EVIDENCE
Although virtually all transfer pricing disputes are resolved short of litigation, we identify a representative anecdote in the public domain to further motivate the issues that we examine in this study.
12 Coca-Cola SL (Spain), a wholly-owned foreign subsidiary of Coca-Cola in the U.S., was a distributor of imported concentrate manufactured by related party foreign affiliates (in Ireland and France). Coca-Cola Spain paid both import duties (on imported concentrate) and income taxes to the Spanish government. The income tax rate faced by Coca-Coca Spain was higher than that faced by its related party affiliates, who benefited from temporary tax holidays in their jurisdictions. To minimize customs duties, Coca-Cola's incentive was to set the transfer price low, whereas to minimize income taxes Coca-Cola's incentive was to set the transfer price high. In our study, we designate this firm as having "conflicting transfer pricing incentives."
The Spanish customs authority ultimately challenged the transfer price set by Coca-Cola Spain for imported concentrate by adjusting it upwards. Coca-Cola conceded the adjustment for customs purposes, which had the effect of increasing its customs duty obligations to Spain. To offset the increased duty, Coca-Cola used the new, higher, price for income tax purposes, thereby shifting income out of high-income-tax Spain and lowering its income tax obligation. 13 This suggests that the initial transfer price was set to minimize customs duties rather than income taxes; Coca-Cola initially reported more income in high-income-tax Spain to reduce its duties on imported concentrate.
Although the income tax authority in Spain initially opposed Coca-Cola's new (higher) transfer price because it reduced taxable income reported in Spain, the Supreme Court in Spain 12 See Resolution of Supreme Court (TS) December 11, 2009 (RJ210/1324). Any case documents we reference were obtained from Westlaw and are published in Spanish. We enlisted a Spanish attorney to help us determine the relevant facts and circumstances of the case. The Spanish documents are available upon request. 13 There is subjectivity inherent in the appropriate customs value of an import because certain items form a part of the value of the imported merchandise (on which duties are assessed), but may not necessarily be reflected in the invoiced transfer price. Customs authorities call these items "assists." In this case, Coca-Cola Spain (the distributor) provided production design plans and sketches to its foreign affiliates (the manufacturers) free of charge. Spanish duties are assessed on the invoiced transfer price of the goods, plus the value of the services provided by Coca-Cola Spain. Customs takes the position that if the services were not provided to a foreign jurisdiction, the design would have been purchased or made in the foreign jurisdiction and the additional costs incurred would have been passed on to the Spanish importer as part of the invoiced transfer price.
supported the higher transfer price for income tax purposes on the basis that the price was approved by the Spanish customs authority. This case is particularly interesting because it subsequently influenced how the Spanish government conducts audits. Recently, Spain formally moved to conducting joint customs and income tax audits of large taxpayers. Thus, this case also demonstrates the relevance of our governmental coordination analysis.
Hypothesis Development
While prior literature finds evidence that income tax and duty considerations influence transfer pricing of related-party, multi-jurisdictional trade in tangible goods, the literature has not addressed the effect of conflicting transfer pricing incentives. We develop a set of hypotheses aimed at understanding the role of conflicting transfer pricing incentives and the role of coordination in shaping transfer pricing decisions in the presence of a conflict.
CONFLICTING TRANSFER PRICING INCENTIVES
Assuming that firms report one transfer price for income tax and duty reporting, if the conflict sample (represented by the shaded portion of the sample of foreign affiliates in Figure 1) is concerned with both income tax and duty minimization, then we expect to see a different relation between income tax rates and profitability in this group of affiliates, relative to the group that does not face conflicting incentives. Accordingly, our first hypothesis is as follows:
H 1 : Firms are less likely to engage in income-tax-motivated transfer pricing when income tax and customs duty transfer pricing incentives conflict.
Firms with conflicting incentives should reduce their income-tax-motivated transfer pricing relative to firms without conflicting incentives, because the former group reduces income taxes only by paying greater customs duties. The decoupling of income tax and duty transfer prices should attenuate any association between conflicting transfer pricing incentives and measures of income-tax-motivated transfer pricing.
EFFECT OF COORDINATION ON CONFLICTING TRANSFER PRICING INCENTIVES
We next investigate whether cross-sectional variation in coordination affects firms' transfer pricing behavior in the presence of conflicting incentives. To ascertain whether coordination affects the transfer pricing behavior of these firms, we identify two important aspects of coordination that we expect to matter in our setting: i) coordination of tax enforcement of related party transfer prices within governments (governmental coordination), and ii) coordination of transfer pricing decisions within firms (corporate coordination).
GOVERNMENTAL COORDINATION
Coordination in the administration and enforcement of revenue and customs should increase firms' real or perceived cost of decoupling transfer prices set for customs and income taxes. For example, OECD (2010) notes that customs valuations can be useful to income tax administrators, and vice versa. Customs officials have contemporaneous information regarding transactions that is relevant for transfer pricing purposes, especially if prepared by the taxpayer, while income tax authorities often have transfer pricing documentation which provides detailed information on the circumstance of the transactions. We expect that coordination in enforcement is more likely to reveal firms' attempts to decouple prices thereby increasing the likelihood that firms use consistent transfer prices.
The 2008 E&Y survey reports that 33 percent of parent company respondents that have undergone a transfer pricing or customs audit were aware of an information exchange between income tax and customs authorities. Furthermore, 19 percent of the parent company respondents have had their customs transfer pricing challenged based on their income tax transfer pricing for the same goods, or vice versa, with responses greater than 30 percent in some countries. These statistics confirm that integration of enforcement should decrease firms' ability to use inconsistent transfer pricing methodologies for customs and income tax purposes because the price reported to one administrative body is known to the other administrative body.
To the extent that firms facing conflicting incentives set transfer prices to minimize total tax payments rather than to solely minimize income taxes, we anticipate that income-tax-motivated transfer pricing will be less likely to occur in the presence of governmental coordination, as this should raise the expected cost of decoupling transfer prices. 14 If, however, firms with conflicting incentive already report consistent prices, then governmental coordination should not further influence the transfer pricing behavior of these firms. Our second hypothesis is stated as follows:
Firms facing conflicting income tax and customs duty transfer pricing incentives exhibit less income-tax-motivated transfer pricing when governmental enforcement of transfer prices for income tax and customs duty purposes is more likely to be coordinated.
CORPORATE COORDINATION
We argue that relatively more coordinated firms are likely to have a better understanding of whether their intra-firm trade results in conflicting transfer pricing incentives and are more likely to have information systems in place to solve the aggregate tax minimization optimization problem. Thus, assuming that reporting decoupled transfer prices is costly, relatively greater coordination in setting transfer prices should encourage firms to use consistent (i.e., not decoupled) transfer prices that minimize total taxes. The tax department claims responsibility for transfer pricing for income tax purposes in 81 percent of TEI survey respondent firms, but only 17 percent claim responsibility for customs.
Roughly half (48 percent) of firms surveyed by E&Y said that the person responsible for transfer pricing for income taxes has input into setting prices for customs purposes. This is consistent with relatively few tax directors viewing customs duties as the most important tax issue they face (E&Y [2008] ). While there appears to be cross-sectional variation in whether there is joint oversight of customs duties and income taxes within an organization, other companies jointly manage their exposure to both income tax and customs authorities with the help of professional advisors (KPMG [2007] ).
To the extent that decoupling is expected to be costly and firms facing conflicting incentives set transfer prices to minimize total tax payments, rather than to minimize income taxes, we expect that income-tax-motivated transfer pricing will be less likely to occur in the presence of corporate coordination. Thus, our third hypothesis is stated as follows:
H 2B : Firms facing conflicting income tax and customs duty transfer pricing incentives exhibit less income-tax-motivated transfer pricing when corporate transfer pricing decisions for income tax and customs duty purposes are more likely to be coordinated.
Sample and Variable Measurement
SAMPLE
We study transfer pricing behavior of U.S. multinational firms using Bureau of Economic that provide all of the required variables for our study. We first exclude entities that may not face incentives created by the U.S. corporate income tax system by eliminating foreign-controlled U.S. subsidiaries, non-corporate affiliates of corporate U.S. parents, and non-corporate U.S.
parents (and their affiliates). We exclude banking and insurance entities, and holding company affiliates (i.e., NAICS 5512 and SIC 671) for two reasons. First, these entities do not conduct the type of import and export activity we are interested in examining. Second, as these types of entities generate little nonfinancial income, the model of expected (i.e., un-shifted) income as a function of labor and capital that we rely on in our empirical tests is not well specified for them.
(Insert Table 1 about here) 15 In order to reduce the reporting burden, the BEA only requires affiliates to participate in its surveys if its assets, sales, or net income (loss) exceed the threshold for the year. The thresholds are lower in benchmark years (i.e., 1982, 1989, 1994, 1999, and 2004) human beings" subject to a 12 percent duty rate. Toy Biz, on the other hand, argued that the 17 As a practical matter, the dependent variable in our basic regressions (described first in Section 4.2.5) is the log of foreign affiliate pre-tax income and the natural log of a negative number is not defined. 18 See Section 4.2.1 for a discussion of our reasoning for this classification.
19 Consider that duty rates on sweaters are determined by their material: acrylic or synthetics 32.5 percent, cotton 17.1 percent, cashmere 4.4 percent, silk 1.4 percent. action figures were "Other toys" subject to a 6.8 percent duty rate. 20 As evidenced by such cases heard in international trade courts, firms actively attempt to minimize duty payments in practice.
VARIABLE MEASUREMENT
IMPORTER/EXPORTER
The BEA data contain information on the dollar amount and direction of intrafirm trade in goods between the U.S. parent and its foreign affiliates. To capture firms that face meaningful income tax and customs duty incentives when setting transfer prices, our analysis focuses exclusively on a sample of foreign affiliates that engage in intrafirm trade in goods with their U.S. parent. 21 We classify a foreign affiliate that primarily purchases goods from its U.S. parent as an importer (i.e., Importer set equal to 1). Alternatively, we classify an affiliate that primarily sells goods to its U.S. parent as an exporter. 22 We delete affiliates from our sample that do not trade in goods in at least one direction with their U.S. parent, or affiliates where trade is not significantly larger in one direction than the other.
INCOME TAX TRANSFER PRICING INCENTIVES
The standard measure of income tax transfer pricing (ITPI) incentives in the literature is the tax rate differential between two affiliated entities in different jurisdictions. We measure t f as the ratio of foreign affiliate income tax expense to the foreign affiliate pre-tax income. 23 We measure 20 The court ultimately ruled that mutants were not human. 21 We cannot observe intrafirm trade in goods among foreign affiliates, but rather only intrafirm trade between foreign affiliates and their U.S. parents. 22 While most affiliates either import from or export to their U.S. parent, some do both. The combined income tax and duty transfer pricing incentives of such an affiliate are ambiguous (i.e., import transactions will conflict whereas export transactions will not, or vice versa). See Figure 1 . Therefore, in such instances, we classify an affiliate as an importer (exporter) only if its imports (exports) are more than twice its exports (imports). 23 If t f < 0 or t f > 1, we set t f equal to the statutory tax rate in the affiliate's country-year. Our results are not sensitive to bounding t f for these affiliates at 0 and 1, or deleting them from the sample. These observations represent 2.3 percent of our total sample. 27 One_Authority is equal to 1 when a country has formally aligned its income tax and customs administration by bringing them within a single management structure.
One_Audit is equal to 1 when integrated audits of taxpayers are the primary organization model for tax audits, as opposed to separate audits by tax type. 28 Governmental departments that operate in an integrated fashion are more likely to share information, which in turn increases the for a country-year by weighting duty rates in effect by a normal basket of goods imported into that country. While the normal basket may not correspond with the basket of traded goods in our sample of affiliates, we expect they are highly correlated. We also recognize that duty rates are bilateral in nature if trade agreements reduce or eliminate the duty rate on imports from certain countries. An important trade agreement is the North American Free Trade Agreement (NAFTA), which phases out duty rates on trade occurring between the U.S., Canada, and Mexico over a 15-year period beginning in 1995. Although we cannot identify the effect of NAFTA on our sample specifically, we set Duty equal to zero for trade occurring between these countries after 1995 and our results are not materially affected. 27 We characterize the tax administration variables in reference to the country of import rather than the country of the export in order to characterize the appropriate side of the transaction for which we expect tax administration to matter. Thus, the tax administration variables are set to the U.S. values for all foreign affiliates that export to the U.S. parent (because the U.S. parent is the importer) and are set to the values applicable to the affiliate's country of location for all foreign affiliates that import from the U.S. parent. 28 One_Authority is intended to capture formal integration (e.g., organizational structure), whereas One_Audit captures informal integration (i.e., organizational processes). Either formal or informal integration should increase the probability of detection for a taxpayer using inconsistent transfer prices for income taxes and customs.
audit risk arising when firms report inconsistent transfer prices to minimize both income taxes and duties on intrafirm trade.
CORPORATE-LEVEL (CORP-COORDINATION)
It is difficult to measure the extent to which a firm's tax planning coordinated, so we rely on multiple affiliate-level and firm-level proxies for corporate coordination. Consistent with
Halperin and Srinidhi (1991), centralized decision making facilitates coordination of competing objectives within the firm. We draw two affiliate-level proxies for centralized decision making from Robinson and Stocken (2012) , who find evidence consistent with affiliates using the U.S. dollar functional currency as having relatively less autonomy (i.e., decision rights are primarily located in the U.S. headquarters). They also find that U.S. expatriates are more prevalent in these affiliates. Centralized and Expat are indicator variables equal to 1 if the affiliate uses the U.S. dollar as its functional currency or employs a U.S. expatriate, respectively.
We also identify three firm-level proxies for the likely extent of coordination between the income tax and duty function within an organization: Private, TradeDum, and SizeDum. Our first measure, Private, is motivated by our expectation that private firms are less likely to myopically focus on minimizing the firm's effective tax rate (ETR). As customs duties are not included in the numerator of ETR, duty minimization does not decrease the ETR. Because private firms are likely focusing more on the cash flow, rather than earnings, implications of tax planning, we believe that they are more likely to coordinate customs duties and income tax planning. For instance, Armstrong, Blouin, and Larcker (2012) and Robinson, Sikes, and Weaver (2010) find that tax departments of public companies are rewarded for lowering the firm's effective tax rate (ETR), through income-tax-motivated transfer pricing, for example. 29 Therefore, Private is equal to 1 when the firms' equity is privately owned. Our second measure, TradeDum, is motivated by our expectation that when international trade is relatively significant to the firm as a whole, the firm will be more likely to coordinate its income tax and duty function. Thus, TradeDum equals 1 if either the ratio of total U.S. exports to total U.S. sales or the ratio of total U.S. imports to total U.S. sales is above the median of the sample distribution. Our third measure, SizeDum, is motivated by our expectation that the ability to coordinate the income tax and customs function within the firm would decrease in firm size. For instance, TEI (2005) reports that a significantly greater proportion of smaller firms incorporate the income tax function into the firm's Enterprise
Resource Planning system, which would also be used by the customs function. Therefore, SizeDum equals 1 if logFirmAssets, the natural log of firm total assets, is below the median of the sample distribution.
OTHER VARIABLES
As described in Section 5.1, we rely on Hines and Rice (1994) who outline a model to detect income-tax motivated transfer pricing in affiliate-level or country-level data. In their model, the natural log of pre-tax profitability, logPTI, is expressed as a function of the natural log of real input measures -total assets, logAssets, and total employee compensation, logComp. The natural log of gross domestic product, logGDP, controls for cross-country differences in technology or factor qualities that may affect productivity. Table 2 provides descriptive statistics for our sample and regression variables. The median foreign affiliate in our sample reports pre-tax income, assets, and compensation of $4.4, $37.4, and $6.6 million, respectively, and is located in a relatively developed country (median GDP of $550 million). The mean value of ITPI is -0.023, suggesting that the average income tax transfer pricing incentive in our sample is to shift income out of the U.S. and into a low-income-tax foreign affiliate. However, 45 percent of affiliates in our sample are considered high-income-tax relative to their U.S. parent. While this percentage may seem large given the statutory tax rates in effect today, the U.S. was relatively low-income-tax in the 1980's when statutory tax rates in much of the world were higher. 30 We observe a nearly-monotonic downward trend in relative tax rates in our data beginning in the late 1980's: in 1988, 65.6 percent of the sample is highincome-tax relative to the U.S. but by 2005 only 29.7 percent of the sample faces relatively high income tax.
DESCRIPTIVE STATISTICS
(Insert Table 2 respectively. Therefore, duty rates are increasing in the absolute size of the income tax differential in our "conflict" sample. The average duty rate in our sample is 5.3 percent.
To provide a sense for the economic magnitude of duty payments in our sample, we describe (untabulated) statistics for both the level of duty and income tax payments, as well as the ratio of duty payments to income taxes. We estimate aggregate duty payments made by foreign affiliates in our sample by multiplying, for each country-year, the dollar value of imports or exports by our World Bank measure of duty rates. The mean (median) estimated duty payment is $76.3 million ($5.9 million) per year. We observe a mean (median) income tax payment of $199.6 million ($27.9 million) per year in the BEA data. The mean (median) country ratio of duty payments to income tax payments over our sample period is 2.2 (0.4), and ranges from 0.002 at the 5 th percentile to 7.923 at the 95 th percentile. Of the 115 countries in our sample, those that rank high both in terms of the level of duty payments and the ratio of duties to income taxes are China, Malaysia, Thailand, Taiwan, Venezuela, Argentina, and Korea. Approximately 17 percent of affiliates in our sample are owned by private U.S. parents.
Our measures of Gov't-Coordination
5.
Tests of Hypotheses and Discussion of Results
BASELINE -INCOME TAX INCENTIVES ONLY
BASELINE -EMPIRICAL SPECIFICATION
To demonstrate behavior in our sample consistent with existing income tax transfer pricing studies, we first estimate a model developed by Hines and Rice (1994) and used in numerous studies to detect income-tax-motivated transfer pricing (most recently, Huizinga and Laeven (2008) and Markle (2012) A negative coefficient on β 1 suggests higher than expected profitability in affiliates located in relatively low-income-tax countries and lower than expected profitability in affiliates located in relatively high-income-tax countries, consistent with income taxes influencing transfer pricing decisions.
BASELINE -RESULT
In Table 3 column (1) we report a coefficient of -0.542 on β 1 , consistent with prior literature and in line with Huizinga and Laeven (2008) who report a coefficient of -0.595 in a similar specification. Our estimate indicates that a one percentage point lower foreign tax rate, ceteris paribus, raises foreign affiliate profitability by 0.54 percent, on average. 33 Interpreting our estimate at the sample mean ITPI of -0.023, this implies income tax savings of 0.02 percent of 31 While gross margin may more directly capture fluctuation in profits due to transfer prices set on intrafirm trade, the BEA data do not provide sufficient income statement detail to measure gross margin. Thus, we follow prior literature in using pre-tax income. 32 The proxy for capital used in Hines and Rice (1994) is fixed assets, rather than total assets. However, we use total assets because this variable is reported more consistently than fixed assets in our data, allowing us to use a larger sample and longer time period. Inferences obtained from estimating Equation (1) are unchanged when we substitute fixed assets for total assets using a smaller sample. 33 When we estimate Equation (1) in the sample of 77,855 affiliates we drop from our study because they do not engage in intrafim trade in goods with their U.S. parent (see Table 1 ), the coefficient on IPTI is -0.936 (p < 0.01). This implies a sensitivity of income to tax rates nearly twice that observed in our sample. We conjecture that our sample appears to have relatively limited opportunities to shift income as compared to firms with higher levels of "migratory" intangibles. Prior research that includes such affiliates also estimate larger coefficients on the income tax incentive variable; e.g., Hines and Rice (1994) estimate a coefficient of -2.83 in a sample including many tax haven affiliates. However, our sample allows us to observe the joint optimization problem introduced by conflicting incentives created by different taxes and the role of coordination in tax minimization.
foreign affiliate pre-tax income (0.54 × -0.033). The coefficient on logGDP reflects the net effect of economic development on profitability. For instance, higher profitability might materialize in developed countries due to more advanced technology, or alternatively, profitability could be negatively impacted if firms require higher returns in less developed countries to compensate for risks associated with less effective property rights and regulations. As in Huizinga and Laeven (2008) , logGDP enters the regression negatively, suggesting that the latter effect is stronger.
H 1 -CONFLICTING TRANSFER PRICING INCENTIVES
H 1 -EMPIRICAL SPECIFICATION
We test our first hypothesis -that greater potential duty obligations alter firms' income tax motivated transfer pricing incentives -by incorporating the presence of conflicting transfer pricing incentives into Equation (1) and testing for an interaction effect between ITPI and our measure of conflict. If firms cannot costlessly decouple the prices reported to income tax and customs authorities, then we anticipate that the negative relation between pre-tax income and ITPI will be attenuated when income tax and duty minimization incentives conflict. Specifically, we estimate affiliate-level OLS regressions of Equation (2) as follows:
log PTI = β 0 + β 1 ITPI + β 2 Conflict + β 3 ITPI×Conflict + β 4 logAssets + β 5 logComp + β 6 logGDP + Industry, Year Indicators (2) Where, Conflict = 1 if transfer pricing incentives created by income taxes and customs duties conflict, 0 otherwise (i.e., Conflict25, Conflict50, Conflict75)
All other variables are as defined above for Equation (1).
We continue to expect a negative coefficient on β 1 consistent with income taxes influencing transfer pricing decisions of firms that do not have conflicting incentives. A positive coefficient on β 3 is consistent with H 1 and suggests that firms facing conflicting transfer pricing incentives engage in less income-tax-motivated transfer pricing. An insignificant coefficient on β 3 suggests either that conflicting incentives do not alter transfer pricing behavior, or that it is costless for firms to decouple their income tax and duty transfer prices. Table 3 , Columns (2) through (4), report results from estimating Equation (2). In all cases, we continue to observe a negative relation between pre-tax income and ITPI for the non-conflict observations. However, we estimate a positive relation between pre-tax income and ITPI for the conflict observations (β 1 +β 3 >0; p<.01), implying that firms instead shift less (more) income into affiliates with low (high) income tax rates. This is consistent with firms responding to incentives to minimize duties when setting transfer prices.
H 1 -RESULT
Recall that we identify conflict observations by requiring the duty rate to be considerable relative to the income tax differential such that these observations have strong incentives to consider duty payments. 34 For example, in Column (2) Duty (after-tax) is greater than 25 percent of |ITPI| (e.g., Conflict25 = 1). Thus, as conflict observations with larger values of ITPI will therefore also have higher Duty rates, the slope on ITPI changes as the significance of duties increase. We tabulate results using Conflict25, Conflict50, and Conflict75 to highlight the slope difference on ITPI as the significance of the transfer pricing conflict increases.
35
(Insert Table 3 here) 34 Untabulated results indicate that when a conflict exists but is less economically significant, firms only slightly alter their income-tax-motivated transfer prices. For instance, the coefficient on Conflict × ITPI in Equation (2) is positive and significant if we define Conflict as low as two percent of ITPI. However, the magnitude of the coefficient is smaller (β 3 = 0.165) so the overall slope on ITPI (-0.872+0.165) for the conflict observations remains negative and significant (β 1 +β 3 <0; p<.01). This illustrates that duty minimization dominates only when the expected duty payments relative to income tax savings are significant. We use Conflict25 to test for a three-way interaction in H 2 to ensure that Conflict identifies the sub-sample for which customs duties are likely to be a salient consideration in transfer pricing decisions while also maintaining a sufficient sample size to estimate three-way interactions. 35 We also estimate Equation (2) using a continuous measure, whereby Conflict is equal to the ratio of the duty rate to the absolute value of ITPI for conflict observations. The estimated coefficient on ITPI is -0.694 (p< 0.01) and the coefficient on the interaction term is 1.799 (p< 0.01). However, we rely on a dichotomous measure of Conflict as our tests of H2 require three-way interactions. A binary variable makes those results easier to interpret, particularly since we estimate our regressions in natural log.
On average, firms facing relatively large duty rates appear to significantly alter the transfer prices they might otherwise set in order to minimize their customs duties rather than to minimize income taxes. This indicates that these firms expect it to be sufficiently costly to decouple prices reported to income tax and customs authorities. Interpreting Column (2), the profitability of foreign affiliates that do not face a conflict increases by 0.68 percent per one percentage point decrease in foreign tax rate, while the profitability of the conflict sample is reduced by 0.68 percent (-0.679+1.358) . 36 This may seem counter-intuitive but our analysis suggests that when the customs duty incentives outweigh the income tax incentives, a conflict affiliate saves net taxes by reducing its focus on income tax minimization.
For a conflict affiliate in our sample that faces the average Duty and ITPI, this duty-related tax savings represents approximately 160 percent of the income tax transfer pricing incentive (0.053/0.033). In fact, if we apply the coefficient estimate on ITPI for the full sample in Column
(1) to conflict affiliates, this would imply that conflict affiliates set transfer prices that would actually raise the sum of their income tax and duty obligations. Specifically, applying the coefficient estimates in column (1) to both groups of affiliates suggests that the average affiliate without conflicting incentives would lower the sum of income tax and duty payments by 8.6 percent (0.053 + 0.033) of shifted income while affiliates with conflicting incentives would raise the sum of income tax and duty payments by 2.0 percent (0.053 -0.033). Thus, in the presence 36 Other research has documented a positive association between income tax rates and income. Collins, Kemsley, and Lang (1998) find a positive relation between tax rates and income in firms that face foreign tax rates that are on average lower than the U.S. tax rate, an effect that they attribute to implicit taxes dominating explicit (income) taxes in their sample. Based on our findings, however, if the sample in Collins et al. (1998) engages in a significant amount of U.S. import activity from low-income-tax countries but relatively little U.S. export activity to highincome-tax countries, the authors may have found evidence consistent with duty minimization in the low-income-tax sample. Klassen and LaPlante (2011) attack the positive relation found in Collins et al. (1998) based on measurement error, noting that the Collins et al. (1998) result is inconsistent with the hypothesis of purely incometax-motivated transfer pricing.
of conflicting incentives, firms appear to modify their transfer prices to place less (more) focus on income tax (duty) minimization, lowering the sum of income tax and duty obligations. Our second set of hypotheses predict that firms facing conflicting transfer pricing incentives will focus less on income tax minimization when there is relatively greater coordination in either governments' or firms' income tax and customs functions. Thus, equation (3) introduces Coordination into Equation (2), and tests for an interaction effect on Conflict × ITPI (i.e., a three-way interaction).
log PTI = β 0 + β 1 ITPI + β 2 Conflict + β 3 Conflict×ITPI + β 4 Coordination + β 5 ITPI×Coordination + β 6 Conflict×Coordination + β 7 Conflict×ITPI×Coordination + β 8 logAssets + β 9 logComp + β 10 logGDP + Industry, Year Indicators (3)
Coordination is defined below. All other variables are as defined above for Equation (1).
H 2A predicts that when governments coordinate duty and income tax enforcement, firms are less likely to decouple their transfer prices due to the increased audit risk created by decoupling.
This, in turn, reduces the use of transfer pricing policies that focus on income tax minimization.
To test H 2A , we measure Coordination at the government-level using two alternative measures: One_Authority = 1 if administration of revenue and customs operations are integrated formally under a single management structure, 0 otherwise, as reported by OECD One_Audit = 1 if the government primarily conducts integrated audits by taxpayer, 0 otherwise, as reported by the OECD We estimate affiliate-level OLS regressions of Equation (3) and continue to expect a negative coefficient on β 1 and a positive coefficient on β 3 . A positive coefficient on β 7 is consistent with H 2A , because it suggests that firms are less likely to focus on income-tax-motivated transfer pricing when governmental coordination renders it more costly to decouple transfer prices.
H 2B predicts that corporate coordination reduces firms' focus on income-tax-motivated transfer pricing, because coordination either increases awareness of the audit risk associated with the use of decoupled transfer prices, or reduces firms' income-tax-motivated transfer pricing myopia. To test H 2B , we measure Coordination at the corporate-level using five alternative proxies:
Centralized = 1 if the functional currency of the affiliate is the reporting currency (e.g., U.S. Dollar) under Topic 830, Foreign Currency Translation, 0 otherwise Expat = 1 if the affiliate employs at least one U.S. expatriate, 0 otherwise Private = 1 if the affiliated group does not have publicly-traded equity, 0 otherwise TradeDum = TradeDum equals 1 if Pct_Import or Pct_Export is above the median of the sample distribution, 0 otherwise. Pct_Export and Pct_Import measure the extent of international trade for the affiliated group as the ratio of total U.S. exports to total U.S. sales, and the ratio of total U.S. imports to total U.S. sales, respectively. SizeDum = SizeDum equals 1 if Size is below the median of the sample distribution, 0 otherwise. Size is the natural log of affiliated group total assets.
We continue to expect a negative coefficient on β 1 and a positive coefficient on β 3 . A positive coefficient on β 7 is consistent with H 2B . We anticipate that the effect of Conflict on ITPI will be stronger if the firm coordinates its income tax and duty functions. To ease comparability, each of the five measures is set equal to 1 when we expect coordination to be relatively stronger. Table 4 reports results from estimating Equation (3) using our measures of governmental coordination. In Column (1), which uses One_Authority as our measure of Coordination, we find a positive coefficient on the three-way interaction term (β7=0.810; p<.0001) suggesting that firms facing conflicting transfer pricing incentives attenuate their income tax transfer pricing activity when operating in a country that has formally integrated its customs and income tax enforcement activities. The two-way interaction parameter of 0.806 on β1+β3 moves higher to 1.616 (β1+β3+β7=-0.633+1.439+0.810) when the government is coordinated.
H 2A -RESULT
(Insert Table 4 about here)
Column (2) presents results using One_Audit as our measure of Coordination. Again, we find a positive coefficient on β 7 , suggesting that informal integration of customs and revenue also further constrains transfer pricing on intrafirm trade. 37 The interpretation of One_Audit is the same as the interpretation of One_Authority; both formal and informal integration appear to matter for the transfer pricing decisions of firms facing conflicting transfer pricing incentives.
Joint minimization of duties and income taxes is arguably more difficult for firms facing conflicting transfer pricing incentives that also face integrated customs and income tax enforcement. Therefore, results presented in Table 4 support H 2A and suggest that in the presence of government coordination, conflict firms increase their coupling of transfer prices for income taxes and customs duties resulting in transfer prices that appear consistent with duty minimization. Table 5 reports summary statistics from estimating Equation (3) using our proxies for corporate coordination. Column (1) reports results using Centralized as our measure of corporate coordination. We expect and find a positive coefficient on the three-way interaction term (β7=0.548; p<.0001). The positive coefficient on β7 indicates that the two-way interaction of 0.454 on β1+β3 moves higher; e.g., to 1.007 (β1+β3+β7=-0.716+1.174+0.548), when the firm is relatively more coordinated. Columns (2) through (5) show a similar pattern using our other measures corporate coordination. Overall, results presented in Table 5 provide support for H 2B .
H 2B -RESULT
That is, coordination of income tax and duty function within the firm generally serves to raise awareness of a transfer pricing conflict. Our observation that firms respond to that awareness by reducing income-tax motivated transfer pricing behavior could result either from (1) a decrease in the likelihood that firms decouple their transfer prices, or (2) a decrease in transfer pricing policies that fixate solely on income tax minimization.
(Insert Table 5 about here)
In untabulated tests, we try to determine whether one of these channels through which firm coordination would reduce income-tax motivated income shifting in the presence of conflicting incentives is stronger than the other. Specifically, we estimate Equation (3), alternatively using each of our five proxies for corporate coordination, separately in the subsamples where
One_Audit is equal to 1 versus 0 (we repeat this analysis for One_Authority). If a decrease in decoupling is the dominant channel then we will find stronger results on β7 in the sample facing relative greater governmental coordination, as this is the sample in which firms should expect the cost of decoupling to be the strongest. Alternatively, if a reduction of income-tax minimization myopia is the dominant channel, then we expect to find no difference in the results on β7 across the relatively coordinated versus uncoordinated government samples. Note that these channels are not mutually exclusive.
We find no evidence that one channel consistently dominates the other in interpreting our findings for H 2B . Although the first channel appears to dominate using four of our five proxies for corporate coordination (with the exception of Private), this evidence is not consistent across both measures of governmental coordination. For example, Tradedum and Sizedum provide stronger results on β7 when partitioning the sample One_Authority but no difference when partitioning on One_Audit. Overall, we conclude that firm coordination has an incremental effect of firms' transfer pricing policies in the presence of a conflict through both channels.
Conclusion
Income-tax-motivated transfer pricing has been studied in prior literature. While intrafirm transactions are an important channel through which multinational firms shift income, intrafirm trade in goods gives rise to customs duties. Yet, the interaction between duty incentives and income tax incentives in setting transfer prices on intrafirm trade has largely been ignored in the academic literature. Using affiliate-level survey data collected by the Bureau of Economic Analysis, we test whether conflicting transfer pricing incentives (i.e., when a single price will not jointly minimize customs duties and income taxes) alter traditional evidence of income-taxmotivated transfer pricing. We also examine whether governmental tax enforcement coordination and/or corporate tax planning coordination affect the transfer pricing behavior of firms that face conflicting incentives.
Using a sample of foreign affiliates from 1982 through 2005 that engage in intrafirm trade with their U.S. parent, we find that when duty minimization and income tax minimization cannot be achieved using a single transfer price, the negative relation between income tax rates and reported pre-tax income found in the prior literature does not hold. Specifically, importing affiliates located in high income tax countries and exporting affiliates located in low income tax countries exhibit a positive relation between income tax rates and reported pre-tax income. This suggests that the average firm in our sample facing a transfer pricing conflict -a foreign affiliate of a U.S. multinational facing a significant conflict between the customs duties and income tax transfer pricing incentives -tends to rely on one transfer price for its intra-firm trade tax reporting and sets transfer prices to minimize duty payments rather than income taxes.
We also examine whether the effect of the conflict on income-tax-motivated transfer pricing is stronger for firms that face integrated administration and enforcement of duty and income tax payments. In practice, if firms cannot report inconsistent transfer prices on intrafirm trade for customs and income taxes, then duty minimization should become a greater consideration in transfer pricing decisions for conflict firms. Firms facing a significant transfer pricing conflict appear even less likely to engage in income-tax-motivated income shifting behavior in jurisdictions where the customs and income tax administrations are coordinated. This result supports the high cost of reporting decoupled transfer prices.
Finally, we examine whether the effect of the conflict on income-tax-motivated transfer pricing is stronger for firms that are more likely to coordinate their tax minimization efforts.
Duty minimization should become a greater consideration in transfer pricing decisions made by conflict firms when firms are more likely to be aware of and consider conflicting duty payments in setting transfer prices for income tax purposes. Consistent with this expectation, we do not observe income-tax-motivated income shifting in firms facing a significant transfer pricing conflict when the U.S. operation has relatively greater information about and authority over foreign affiliates. These findings are novel because they link the organizational structure of the firm to its tax planning decisions. We also find that private firms, firms that engage in more extensive amounts of international trade, and smaller firms appear to focus more on duty minimization than on income tax minimization in the presence of conflicting incentives.
Overall, we find that when the expected duty payment associated with shifting one dollar of income is considerable, firms appear to forgo some income tax savings. Thus, our study suggests that duties play a considerable role in the transfer pricing behavior of multinational firms.
APPENDIX TRANSFER PRICING INCENTIVES -COMBINING INCOME TAXES AND CUSTOMS DUTIES
Consider the first column in Figure 1 where t f > t US . The firm has incentives to understate income in the high-income-tax foreign affiliate. Considering only income taxes, shifting $1 of income out of the foreign affiliate (and into the U.S. parent) lowers the firm's tax burden by $1 × (t f t US ). However, there are two ways to shift the income tax base on intrafirm trade. If a highincome-tax foreign affiliate is selling to its U.S. parent, understating income in the foreign affiliate will be accomplished by understating the price of the goods sold to the U.S. parent. This will reduce both income tax payments and customs duty payments, as import duties are minimized on the lower price. Alternatively, if a high-income-tax foreign affiliate is buying from its U.S. parent, understating income in the foreign affiliate will be accomplished by overstating the price of the goods purchased from the U.S. parent. In this case, lowering income tax results in a higher duty.
The second column in Figure 1 where t f < t US produces a similar result. Here, the firm has incentives to overstate income in the low-income-tax foreign affiliate. Considering only income taxes, shifting $1 of income into the foreign affiliate lowers the firm's tax burden by $1 × (t f t US ). If a low-income-tax foreign affiliate is selling to its U.S. parent, overstating income in the foreign affiliate will be accomplished by overstating the price of the goods sold to the U.S. parent. This results in income tax savings but a higher duty payment. Alternatively, if a lowincome-tax foreign affiliate is buying from its U.S. parent, overstating income in the foreign affiliate will be accomplished by understating the price of the goods purchased from the U.S. parent, resulting in both income tax and duty savings.
In summary, the transfer pricing incentive for foreign affiliate importers is represented by (t f -t US ) -(Duty f × (1-t f )). When t f > t US , the duty payment reduces the benefit to shifting income. The transfer pricing incentive for a foreign affiliate exporter is represented by (t f -t US ) + (Duty US × (1-t US )). When t f < t US , the duty payment reduces the benefit to shifting income. It is in these two cases that we say that the transfer pricing incentives "conflict." A key objective of our empirical analysis is to examine the extent to which conflicting tax minimization objectives introduced by duty payments alter the traditional income tax incentive to shift income via transfer prices on intrafirm trade. We compute all variables using BEA data unless otherwise noted. Continuous variables in their unlogged form are presented in thousands, except GDP which is presented in millions. Importer equals 1 if the foreign affiliate imports from its U.S. parent, 0 otherwise. High-Income-Tax equals 1 if t f > t US , 0 otherwise, where t f equals the ratio of foreign income tax expense to pre-tax income, and t US equals the U.S. statutory rate. Conflict equals 1 when both Importer and High-Income-Tax are equal to 1, or both Importer and High-Income-Tax are equal to 0, 0 otherwise. Conflict25, Conflict50, and Conflict75 equal 1 if Conflict equals 1 and Duty (defined below) is greater than 25, 50, and 75 percent, respectively, of the income tax transfer pricing incentive (e.g., the absolute value of ITPI). ITPI measures the income tax transfer pricing incentive and is equal to (t f -t US ). Duty is the average country-year import duty rate, as reported by the World Bank, net of the income tax rate in the importing country: t f or t US . One_Authority equals 1 if the revenue body and customs agency are formally integrated into a single governmental authority, 0 otherwise, as reported by OECD (2006 OECD ( , 2009 . One_Audit equals 1 if the revenue body conducts tax audits such that multiple types of tax liabilities are audited simultaneously, 0 otherwise, as reported by the OECD (2006, 2009) . Private equals 1 if the firm does not have publicly-traded equity, 0 otherwise. Centralized equals 1 if the functional currency of the foreign affiliate is the U.S. dollar, 0 otherwise. Expat equals 1 if the foreign affiliate employs at least one U.S. expatriate, 0 otherwise. PTI (logPTI) equals (the natural log of) foreign affiliate pre-tax income. Assets (logAssets) equals (the natural log of) foreign affiliate total assets. Compensation (logComp) equals (the natural log of) foreign affiliate total employee compensation. GDP (logGDP) equals (the natural log of) gross domestic product in the foreign affiliate's country, as reported by the Economist Intelligence Unit. logFirmAssets is the natural log of firm total assets. Pct_Export and Pct_Import measure the significance of intrafirm trade for the firm as the ratio of total U.S. exports to total U.S. sales, and the ratio of total U.S. imports to total U.S. sales, respectively. *, **, *** denotes significance at the 10%, 5% and 1% two-tailed level, respectively. We estimate affiliate-level OLS regressions and report robust standard errors, clustered by firm, in parentheses. All variables are computed from BEA data unless otherwise noted. logPTI equals the natural log of foreign affiliate pre-tax income. ITPI measures the income tax transfer pricing incentive and is equal to (t f -t US ), where t f equals the ratio of foreign income tax expense to pre-tax income, and t US equals the U.S. statutory rate. Conflict25, Conflict50, and Conflict75 are indicator variables equal to 1 if Conflict is equal to 1 and Duty (net of the income tax benefit) is greater than 25, 50, and 75 percent, respectively, of the income tax transfer pricing incentive (e.g., the absolute value of ITPI). Conflict equals 1 when both Importer and High-Income-Tax are equal to 1, or both Importer and High-Income-Tax are equal to 0, 0 otherwise where Importer equals 1 if the foreign affiliate imports from its U.S. parent and HighIncome-Tax equals 1 if t f > t US . Duty is the average country-year import duty rate, as reported by the World Bank, net of the income tax rate in the importing country: t f or t US . logAssets equals the natural log of foreign affiliate total assets. logComp equals the natural log of foreign affiliate total employee compensation. logGDP equals the natural log of gross domestic product in the foreign affiliate's country, as reported by the Economist Intelligence Unit. *, **, *** denotes significance at the 10%, 5% and 1% two-tailed level, respectively. We estimate affiliate-level OLS regressions and report robust standard errors, clustered by firm, in parentheses. We compute all variables using BEA data unless otherwise noted. Column (1) reports results using One_Authority as our measure of Gov'tCoordination. One_Authority equals 1 if the revenue body and customs agency are formally integrated into a single 
